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PREFACE. 


nr*HE  following  Paper  was  prepared  for  the  pur- 
pose of  being  read  before  the  Chartered 
Accountant  Students  Society  of  London.  Sugges- 
tions were  subsequently  made  to  the  writer  that  it 
might  be  of  interest  to  others  besides  students  of 
Accountancy  —  as,  for  example,  to  practising  Ac- 
countants and  to  members  of  the  financial  and 
mercantile  community  who  may  become  concerned 
with  Amalgamations.  Hence  its  appearance  in 
book  form. 

January  ig20.  A.  E.  C. 


AMALGAMATION    SCHEMES. 


The  old  sajring  that  "  unity  is  strength  "  is  as  true  Preliminary 
of  businesses  as  it  is  of  nations.  And  while  during  remarks. 
the  course  of  the  war  the  Allien  found  that  in  complete 
co-operation  lay  the  road  to  victory,  so  in  the  financial 
and  industrial  world  business  men  have — especially 
during  the  last  few  years — become  increasingly  alive 
to  the  advantages  to  be  obtained  from  a  pooling  of 
resources.  In  fact,  we  can  hardly  open  our  daily 
paper  without  reading  of  some  merging  of  business 
interests — of  undertakings  which  have  been  engaged 
in  rivalry  agreeing  to  co-operate  in  future  instead  of 
to  compete. 

Undeniably,  there  is  much  in  competition  that  is 
healthy,  but,  undeniably  also,  competition  may 
be  wasteful.  On  the  one  hand,  of  course,  the  forma- 
tion ot  trusts  which  are  in  a  position  to  "  comer  " 
commodities  or  services  and  so  force  up  the  price  of 
either  against  the  consumer  or  the  user  is  to  be 
deprecated,  yet,  on  the  other  hand,  any  form  of 
co-operation  which,  by  avoiding  duplication  of  effort, 
will  produce  the  same  commodity  or  render  the 
same  service  more  economically  cannot  but  be  of 
benefit  to  the  community  as  a  whole,  provided,  cf 
course,  that  the  profit  earned  is  not  excessive. 

In  case  any  of  you  should  at  this  stage  be  wonder- 
ing whether  you  are  to  listen  to-night  to  a  paper  on 
political  economy,  I  hasten  to  set  your  minds  at 
rest. 

I  only  propose  to  deal  with  the  question  of 
amalgamations  and  other  methods  of  merging 
interests  in  so  far  as  we,  as  professional  accoimtants, 
are  concerned  with  them — and  the  way  in  which 
we  are  concerned  with  them  is,  of  course,  through 
our  clients  who  own  businesses  or  undertakings  which 
can  profitably  be  merged  with  others.  Sometimes 
our  clients  ask  us  to  outline  possible  schemes  of 
amalgamation  ;   sometimes  they  ask  us  to  comment 
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on  schemes  which  have  been  put  before  them  by  the- 
owners  of  other  concerns  or  by  third  parties  ;  and 
sometimes,  where  a  scheme  has  already  been  agreed 
to,  we  are  instructed  to  verify  the  figures  or  to  make 
the  calculations  upon  which  the  terms  of  the  merger 
are  based. 

Before  I  proceed  any  further  I  ought  to  say  that 
in  many  instances  the  businesses  which  are  to  be 
merged  are  already  owned  by  limited  companies, 
and  as  it  is  almost  invariably  the  case  that  if  a 
permanent  amalgamation  takes  place  it  is  effected 
through  a  company  which  will  own  or  control  the 
businesses  in  question,  I  am  assuming  to-night  that 
we  are  dealing  with  limited  companies  throughout — 
both  before  and  after  the  merger.  I  shall  also  assume, 
for  the  sake  of  simplicity,  that  we  are  considering 
mergers  of  two  concerns  only,  and  not  more. 

I  now  come  to  the  forms  of  merger  themselves. 
Three  forms  There  are  various  ways  in  which  mergers  can  take 

rev^wed!^  place  :     under    some    schemes    the    profits    of    the 

businesses  are  merged,  but  not  the  assets  ;  under 
some  schemes  the  merger  is  permanent,  while  in 
others  it  is  temporary.  I  shall  only  deal  to-night 
with  three  forms  of  merger,  which  three  are,  I  think, 
the  most  usual. 

The  first  is  the  entering  into  of  a  pooling  agree- 
ment whereunder  the  future  profits  of  the  two 
businesses  for  a  term  of  years  are,  in  effect,  first 
brought  into  a  common  fund  and  then  divided  out 
in  certain  proportions. 

The  second  is  an  arrangement  whereby  one  of 
the  companies  purchases  the  whole  or  a  controlling 
interest  in  the  share  capital  of  the  other  company — 
or,  alternatively,  where  a  new  limited  company  is 
formed  to  purchase  the  whole  or  a  controlling 
interest  in  the  share  capitals  of  each  of  the  existing 
companies. 

The  third  is  a  scheme  whereunder  both  businesses 
are  placed  under  the  direct  ownership  of  one  limited 
company.  This  would  be  effected  either  by  a  new 
company  being  formed  to  acquire  the  businesses  of 
the  existing  companies  or  by  one  of  the  existing 
companies  purchasing  the  other  company's  business. 
For  the  sake  of  brevity  I  shall  refer  to  No.  i  as 
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"  The  Pooling  Agreement,"  to  No.  2  as  "  The 
Holding  Company  Scheme,"  and  to  No.  3  as  "  The 
Complete  Amalgamation." 

I  will  now  describe,  as  briefly  as  I  can,  each  of 
these  forms  of  merger  in  turn,  outlining  in  each  case 
the  means  by  which  the  merger  is  carried  out, 
commenting  on  its  advantages  and  disadvantages 
as  compared  with  the  other  forms  of  merger,  and 
dealing  in  particular  with  the  points  in  which 
accountants  are  especially  interested. 

Firstly,   then,   we   have   to   consider  the   Pooling  Pooling 
Agreement.  Agreement. 

As  I  have  already  mentioned,  a  Pooling  Agreement 
is  one  which  provides  for  the  profits  of  the  two 
companies  for  a  future  term  of  years  being  brought 
into  a  common  fund  and  then  redistributed  in 
certain  proportions.  For  instance,  the  two  com- 
panies, which  we  will  suppose  have  in  the  past  been 
keen  competitors,  ascertain  that  their  past  profits 
(taking  the  average  figures  of  a  series  of  years) 
have  been  in  the  ratio  of  three  to  two.  They  may 
then  sign  an  agreement  under  which  for,  say,  the 
next  five,  ten,  or  twenty  years,  their  annual  profits 
shall  first  be  added  together  and  then  be  divided 
in  the  ratio  of  three  to  two — that  is  to  say,  the 
first  company  will  take  three-fifths  and  the  second 
company  two -fifths  of  the  combined  profits.  The 
companies  may,  of  course,  agree  upon  the  propor- 
tions in  which  their  combined  profits  are  in  future 
to  be  shared  without  making  any  exact  calculations 
as  to  what  their  past  profits  were  ;  but  it  is  in  my 
experience  usual  for  them  first  to  agree  upon  the 
exact  series  of  past  years  which  are  to  form  the 
basis  for  arriving  at  their  respective  proportions  of 
the  combined  future  profits  and  then  to  ascertain 
what  were  the  exact  profits  earned  in  that  series 
of  years.  The  Pooling  Agreement  itself  need  not 
quote  the  proportions  ;  it  could  merely  state  that 
the  future  combined  profits  were  to  be  divided  in 
the  ratio  which  the  average  profits  of  Company  A, 
for,  say,  the  past  six  years,  bore  to  the  average 
profits  of  Company  B  for  the  same  six  years. 

When  once  the  Pooling  Agreement  has  become 
effective,    the    companies    can,    to    a    considerable 
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extent,  work  their  businesses  in  unison  with  each 
other  instead  of  in  competition.  For  instance, 
they  would  not  bid  against  each  other  for  raw 
material ;  one  company  would  not  spend  money 
in  pushing  the  sale  of  its  products  in  districts  where 
the  other  company  already  held  a  commanding 
position  ;  one  company  would  not  refuse  orders 
for  sales  merely  because  its  own  factory  had  reached 
its  maximum  output  capacity,  if  part  of  the  work 
could  be  carried  out  by  the  other  company's  factory. 
These  are,  I  think,  a  few  of  the  various  directions 
in  which  the  Pooling  Agreement  might  be  beneficial 
to  both  companies. 

Of  the  three  forms  of  merger  which  we  are  to 
consider,  that  by  means  of  a  Pooling  Agreement  is 
attended    by    the    least    expense    and    creates    the 
least    initial    disturbance.      Neither    of     the    com- 
panies has  to  change  its  form  or  constitution  in  any 
way  ;    the  directors  of  each  company  merely  pass 
a    board    minute    authorising    the    agreement     to 
be    entered    into.     In    fact,    the    shareholders    may 
be  unaware  of  the  arrangement,  except  that  where 
it  can  be  done  without  any  prejudice  to  the  businesses 
the   directors   would   certainly   be   well   advised   to 
inform    the    shareholders    and   obtain    their   formal 
assent,   as   the  step  taken  is  an  all-important  one. 
As    you    will    readily    understand,    the    carrying 
out  of  the  Pooling  Agreement  entails  a  considerable 
amount  of  skilled  work  on  the  part  of  accountants, 
both  in  regard  to  ascertaining  what  are  the  exact 
profits  of  each  company  for  the  series  of  past  years 
which  are  to  form  the  basis  for  fixing  the  propor- 
tions in  which  the  future  profits  are  to  be  pooled, 
and  also  in  regard  to  arriving  at  the  exact  profits 
of   each  future   year  which  each  company  has   to 
bring  into  the  pool.     It  is  usual  for  each  company 
to   be   represented   by   a   firm   of  accountants   who 
prepare    the    statements    of   its    profits,    which   are 
then  checked  by  the  firm  of  accountants  acting  on 
•  behalf  of  the  other  company  ;   and  the  two  account- 
ants  then   sign   a   joint  letter  or  certificate   which 
deals   with   the   profits   of   both   companies.     Each 
company   is,    of    course,   interested    in    making   its 
profits  for  the  past,  or  iDasis,  period  appear  as  high 
as  possible,  as,  the  higher  they  are,  the  larger  propor- 
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tion  will  that  company  receive  of  the  pooled  profits 
during  the  period  over  which  the  pooling  arrangement 
extends.  When,  however,  the  profits  of  each  year 
of  the  pool  period  have  to  be  arrived  at,  each  com- 
pany is  interested  in  making  its  profits  appear  as 
low  as  possible,  for,  the  lower  they  are,  the  less 
is  the  sum  which  that  company  has  to  contribute 
to  the  pool.  As  you  know,  the  term  "  profits  "^ 
is  a  somewhat  elastic  one,  and,  in  view  of  the  con- 
tentious questions  which  may  arise  in  interpreting 
it  for  the  purpose  of  Pooling  Agreements,  it  is  usual 
for  the  agreement  to  define  very  clearly  how  the 
profits  are  to  be  arrived  at.  For  instance,  there 
would  be  expressly  laid  down  the  manner  in  which 
the  charge  for  depreciation  of  fixed  assets  was  to 
be  calculated.  Then,  again,  the  basis  on  which 
stock-in-trade  must  be  valued  would  be  clearly 
defined,  as  this  has  a  direct  bearing  upon  the  profits. 
Again,  it  is  not  unusual  to  place  limits  on  the  sums 
which  each  company  can  charge  in  respect  of 
directors'  fees  and  managing  director's  remunera- 
tion in  arriving  at  the  profits  to  be  pooled — especially 
in  cases  where  the  directors  may  be  large  share- 
holders. You  can  quite  appreciate  the  necessity 
for  this,  as  if  a  company  had  a  free  hand  it  might  pay 
away  unduly  large  sums  as  fees  to  directors  who, 
through  their  shareholdings,  were  really  owners  of 
the  company,  knowing  that  its  contributions  to  the 
pool  would  thereby  be  lessened — in  other  words, 
the  other  company  would,  in  effect,  be  made  to  bear 
a  proportion  of  these  abnormally  high  fees.  Another 
class  of  expenditure  which  may  be  made  the  subject 
of  a  special  provision  in  a  Pooling  Agreement  is 
expenditure  on  adver  ising.  As  you  know,  it  not 
infrequently  happens  that  a  portion  of  advertise- 
ment expenditure  is  held  up  as  a  temporary  asset 
instead  of  being  written  off  to  Profit  and  Loss 
Account,  if  the  expenditure  can  be  shown  to  have 
been  incurred  for  the  benefit  of  trade  in  future  years. 
If  a  company  were  unrestricted  in  this  respect  in  a 
Pooling  Agreement  which  covered  a  limited  period 
only,  it  would  obviously  be  to  its  advantage  to 
spend  largely  on  advertising  during  the  period  and 
to  write  off  the  whole  of  the  expenditure  to  Profit 
and    Loss    Account    each    year    before    arriving    at 
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the  profits  to  be  contributed  to  the  pool.  In  this 
manner  the  other  company  would  be  made  to  bear 
a  certain  proportion  of  the  expenditure,  while  any 
benefit  arising  from  this  advertising,  after  the 
period  of  the  pool  had  ended,  would,  of  course,  accrue 
to  the  advertising  company  only. 

Another  matter  which  has  to  be  taken  into  account 
in  the  ascertainment  of  the  exact  amount  of  the 
profits  to  be  contributed  to  the  pool  by  each  com- 
pany is  that  of  the  capital  employed  in  each  business. 
If,  during  the  time  the  pooling  arrangement  was  in 
force,  neither  company  raised  any  fresh  capital  and 
both  companies  distributed  in  dividend  the  whole 
of  the  profits  which  they  received  from  the  pool, 
then  no  complications  would  arise.  As  a  matter 
of  fact,  however,  such  a  convenient  state  of  affairs 
does  not  exist  in  practice.  One  company  may, 
for  instance,  desire  to  extend  its  works,  and  for  this 
purpose  it  may  either  decide  to  raise  additional 
share  capital  or  to  retain  in  its  business  the  profits 
which  it  would  otherwise  have  distributed  in  dividend. 
It  would  be  very  unfair  to  such  a  company  if,  having 
made  this  expenditure,  it  still  had  to  hand  over  to 
the  pool  the  whole  of  its  profits — assuming,  of  course, 
that  the  other  company  had  made  no  similar  expendi- 
ture. It  is  therefore  necessary  to  provide,  in  a 
Pooling  Agreement,  that,  before  arriving  at  the 
profits  which  each  company  has  to  hand  over  to  the 
pool,  that  company  may  deduct  a  sum  representing 
interest  at  a  certain  rate  (say,  for  example,  7  per 
cent.)  upon  any  capital  employed  by  it  during  the 
year  over  and  above  the  capital  employed  at  the 
time  when  the  Pooling  Agreement  was  entered  into. 

I  remember  being  concerned,  some  ten  or  eleven 
years  ago,  with  a  Pooling  Agreement  which  was 
then  entered  into  between  two  very  large  manu- 
facturing companies  which  owned  businesses  in  this 
country,  Germany,  Holland,  and  in  Belgium — my 
firm  acting  for  one  of  the  companies  and  your  chair- 
man's firm  acting  for  the  other  company.  Quite 
a  number  of  contentious  questions  arose,  but,  so  far 
as  my  recollection  goes,  we  were  able  to  settle  them 
to  our  mutual  satisfaction  without  having  to  report 
to  our  respective  clients  that  we  could  not  come 
to  an  agreement.     The  position  was   further  com- 
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plicated  in  this  particular  instance  by  reason  of  the 
fact  that  there  were  certain  departments  of  each 
business,  the  profits  of  which  were  not  to  be  pooled 
at  all,  so  that  we  had  very  carefully  to  separate  out 
the  profits  to  be  pooled  from  the  profits  which  were 
not  to  be  pooled,  and  in  so  doing  we  had,  of  course, 
to  apportion  the  administrative  and  general  expenses 
between  the  two  sections.  Again,  we  had  to  dis- 
criminate carefully  between  the  capital  employed 
in  the  sections  of  the  businesses  whose  profits  were 
to  be  pooled,  and  the  capital  employed  in  the  sections 
whose  profits  were  not  to  be  pooled.  The  matter 
was  not  made  any  easier  by  reason  of  the  fact  that 
the  books  in  Germany  were,  of  course,  in  German, 
the  books  in  Belgium  were  in  French,  and  the 
books  in  Holland  were  in  Dutch.  I  am  sure  that 
I  must  have  aged  very  considerably  during  the  two 
or  three  months  that  the  investigations  into  the 
figures  were  in  progress  ! 

As  I  have  already  mentioned,  one  of  the  advantages 
of  a  Pooling  Agreement  is  that  it  involves  little 
expense  or  initial  disturbance.  There  may  possibly 
be  considered  to  be  another  advantage  in  the  fact 
that  the  arrangement  is  a  temporary  one,  and 
that,  when  the  term  of  years  fixed  by  the  agree- 
ment is  over,  each  company  is  free  to  break  away 
and  become  independent  of  the  other. 

On  the  other  hand,  it  may  be  urged — and  I  think 
with  a  good  deal  of  force — ^that  the  very  fact  that 
the  Pooling  Agreement  is  not,  by  nature,  permanent 
is  objectionable.  Each  company  is  apt  to  look 
beyond  the  period  covered  by  the  agreement  and 
to  consider  its  own  interests  alone,  and  not  those  of 
the  other  company ;  and  this  point  of  view  is  often 
fostered  when  the  yearly  ascertainment  of  the  profits 
falls  to  be  made  and  a  number  of  contentious  ques- 
tions have  to  be  dealt  with. 

The  view  is  very  commonly  held — ^and  I  think  it 
is  a  sound  one — that  if  businesses  are  prepared  to 
enter  into  very  close  co-operation  for  a  reasonably 
long  term  of  years,  such  as  would  be  the  case  if 
they  pooled  their  profits,  they  should  go  a  step 
further  and  make  the  arrangement  permanent, 
and  one  under  which  assets  as  well  as  profits  would, 
in  effect,  be  pooled  ;   in  other  words,  the  businesses 
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should  either  continue  entirely  as  separate  entities 
or  place  themselves  unreservedly  in  each  other's 
hands.  Temporary  marriages  are  not  in  favour — 
at  least,  not  in  this  country.  One  might  put  one's 
advice  in  a  nutshell  and  say,  colloquially,  "  Keep 
out  altogether  or  go  in  with  both  feet." 

Holding  So  much  for  the  Pooling  Agreement.     I  now  come 

ScS^e  ^  to  the  second  of  the  three  forms  of  merger — namely, 

the  Holding  Company  scheme — which,  as  I  have 
already  mentioned,  is  a  scheme  whereunder  one 
of  the  companies  buys  the  whole  of,  or  a  controlling 
interest  in,  the  share  capital  of  the  other  company, 
or,  alternatively,  where  a  new  company  is  formed 
to  purchase  the  whole  of,  or  a  controlling  interest 
in,  the  share  capitals  of  the  two  existing  companies. 
The  procedure  to  be  adopted  and  the  attendant 
advantages  and  disadvantages  are  very  similar 
in  either  event,  so  that  it  will  suffice  if  we  consider 
the  latter  alternative — namely,  that  whereunder  a 
new  company  is  formed  to  purchase  the  shares  of 
the  two  existing  companies. 

You  will  note  that,  under  the  Holding  Company 
scheme  shares  and  not  businesses  are  being  bought 
and  sold.  There  is,  therefore,  no  change  in  the 
constitution  of  the  existing  companies,  each  of  which 
continues  as  a  company  to  own  and  manage  its 
business  as  before.  What  does  happen  is  that 
the  individual  shareholders  of  each  company  give 
up  their  shares  to  the  holding  company  in  exchange 
for  the  shares  of  the  holding  company;  and  thus, 
instead  of  being  interested  in  the  assets  and  proJ&ts 
of  one  company  only,  each  shareholder  in  future 
becomes  indirectly  interested  in  the  assets  and  profits 
of  both  companies,  as  he  holds  shares  in  the  new 
company,  which  itself  holds  the  shares  of  both  the 
existing  operating  companies.  The  holding  com- 
pany is  merely  an  investment  or  trust  company, 
and  its  sole  functions  are  to  receive  the  dividends 
declared  on  the  shares  which  it  holds  in  the  operating 
companies  and  to  distribute  them  as  dividends  among 
its  own  shareholders. 

As  soon  as  the  holding  company  has  become  the 
sole  or  the  dominant  shareholder  in  each  operating 
company,  it  can,  by  the  exercise  of  its  voting  rights, 
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appoint  and  remove  the  directors  of  the  operating 
companies  and  can  thus  control  the  policy  and 
management  of  such  companies.  The  result  is 
that  the  boards  of  the  two  operating  companies, 
though  still  preserving  their  separate  entities,  work 
in  harmony  with  each  other,  and,  in  fact,  there 
would,  in  all  probability,  be  members  common 
to  both  boards  ;  the  businesses  abandon  wasteful 
competition  with  each  other,  and  disclose  to  each 
other  the  whole  of  their  methods  and  organisation 
to  their  mutual  benefit ;  and  by  degrees  all  or 
most  of  the  advantages  accrue  which  would  be 
reaped  had  the  businesses  themselves  been  merged 
in  one,  or  their  profits  pooled. 

As  I  intimated  above,  it  is  not  necessary  for  the 
holding  company  to  own  the  whole  of  the  share 
capital  of  the  existing  companies  ;  a  controlling 
interest  will  sufi&ce.  But  in  cases  where  the  whole 
of  the  capital  is  not  so  held,  and  there  are  in  conse- 
quence other  shareholders  in  the  operating  com- 
panies, the  directors  of  each  operating  company 
must  be  particularly  careful  to  avoid  taking  any 
step  which,  though  it  may  be  of  advantage  to 
the  two  operating  companies  as  a  whole  (and,  there- 
fore, to  the  advantage  of  the  holding  company), 
may  be  detrimental  to  their  own  company,  and  may, 
therefore,  prejudice  the  outside  shareholders.  It 
is  true  that  the  outside  shareholders  would  be  in 
the  minority,  and  so  could  not  obtain  redress  at  a 
general  meeting  of  the  operating  company,  as  they 
would  be  out-voted  ;  they  have,  however,  the  right 
to  make  application  to  the  Court,  and  the  Court 
would  see  that  their  interests  were  properly  protected. 
In  cases  where  the  control  of  the  operating  com- 
panies rests  with  the  ordinary  shareholders,  and 
where  there  are  preference  issues  which  it  is  not 
desired  that  the  holding  company  should  purchase, 
it  is  not  unusual  for  the  holding  company  to  guarantee, 
to  the  extent  to  which  it  may  have  income  avail- 
able for  the  purpose,  the  due  payment  of  the  fixed 
preference  dividends  of  the  operating  companies. 
If,  for  example,  the  holding  company — through  its 
control  of  the  operating  companies — so  managed 
the  businesses  as  to  divert  the  profits  from  one 
company  to  the  other,  one  of  the  operating  com- 
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panics  might  find  itself  with  insufficient  profits  to 
enable  it  to  meet  the  dividend  on  its  preference 
shares,  while  the  other  operating  company  might 
be  earning  large  profits  and  distributing  large 
dividends  on  its  ordinary  shares,  which  would  be 
owned  by  the  holding  company.  In  such  a  case 
the  holding  company  would,  under  its  guarantee, 
make  up  the  dividend  on  the  preference  shares  of 
the  defaulting  operating  company  before  paying 
any  dividend   on  its  own  capital. 

A  Holding  Company  scheme  has  an  advantage 
over  a  Pooling  Agreement  in  that  it  effects  what 
amounts  to  a  permanent  merger  of  interests.  At 
the  same  time  the  two  operating  companies  exist 
as  before,  each  with  its  own  board,  its  own  staff, 
its  own  registered   ofi&ces,  and  its  own  books. 

You  may  ask  at  this  stage  "  If  the  interests  of 
"  the  two  businesses  are,  in  effect,  permanently 
"  merged  under  a  Holding  Company  scheme,  why 
' '  not  carry  the  matter  a  stage  further,  and,  instead 
"  of  forming  a  holding  company,  let  one  of  the 
"  operating  companies  acquire  the  business  of  the 
"other,  or,  alternatively,  let  each  operating  com- 
"  pany  sell  its  business  to  a  new  company  and  then 
"  be  voluntarily  wound  up — ^so  that  in  either  event 
"  there  would  only  remain  one  company  which  would 
"  own  both  businesses,  thus  avoiding  duplication 
"  of  boards,  staffs,  registered  of&ces,  books,  &c.  ?  " 

If  each  of  the  operating  companies  has  only  one 
class  of  share  capital — that  is  to  say,  ordinary  capital, 
and  has  no  debenture  capital,  then  the  probability 
would  be  that  a  complete  amalgamation  of  the 
businesses  as  such  would,  on  balance,  be  found  to 
be  the  best  means  of  merging  interests.  But,  in 
practice,  one  finds  that  in  many  c>  ses  there  are 
preference  share  issues  or  debenture  issues,  or  both, 
and  that  these  issues  have  been  made  at  what  are 
to-day  regarded  as  low  rates  of  interest  or  dividend. 
Under  a  scheme  of  complete  amalgamation,  one  or 
both  of  the  operating  companies  would  be  liquidated, 
and,  as  a  result  of  the  liquidation,  the  debenture- 
holders  and  preference  shareholders  would  have  the 
right — under  the  debenture  trust  deed  and  articles 
of  association  respectively — to  be  paid  off  at  par 
or  even  at  a  premium,  whereas  the  current  value  of 
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their   securities    might    be    very    much    imder   par. 
In  theory,  the  value  of  a  company's  business  should 
be    equal    to    the    combined    current    values    of   its 
securities ;   and  if  a  part  of  the  purchase  price  paid 
for   that   business  is   applied   in   paying   to   certain 
security    holders     (namely,    debenture-holders     and 
preference    shareholders)    an    amount    which    is    in 
excess   of  the  current  values   of  their  holdings,  it 
follows  that  the  balance  available  for  the  remaining 
security  holders  (namely,  the  ordinary  shareholders) 
would  be  less  than  the  current  value  of  their  holdings. 
Let  us  take,  for  example,  the  case  of  a  company 
having    ;^ioo,ooo    4    per    cent,    debenture    capital, 
;^ioo,ooo  5  per  cent,  preference  share  capital,  and 
;^2oo,ooo  ordinary  share  capital,  and  let  us  assume 
that  the  profits  are  sufficient  to  pay  a  dividend  of 
10  per  cent,  on  the  ordinary  shares,  or  a  little  more. 
Under    present-day    money    conditions,    the    4    per 
cent,   debentures   might   be   worth   70   per  cent,  of 
their  nominal  value,  the  5  per  cent,  preference  shares 
75  per  cent,  of  their  nominal  value,  and  the  ordinary 
shares   par.     The   real   value   of   the   whole   of   the 
debenture  and  share  capital  would  then  be  ;^345,ooo 
(namely,    ;^70,ooo   for   the   debentures,    ;^75,ooo   for 
the  preference  shares,  and  ;^20o,ooo  for  the  ordinary- 
shares).     The  ordinary  shareholders  would  have  the 
control  of  the  company,  and  it  would  be  for  them 
to  decide,   assuming  that  a  scheme  for  merger  of 
interests    with   another    company    was    under   con- 
sideration, whether  they  should  agree  to  a  Holding 
Company  scheme  under  which  they  would  sell  their 
ordinary  shares  to  a  holding  company  or  to  a  scheme 
of  complete  amalgamation  whereunder  their  com- 
pany's business  would  be  sold  to  a  new  company. 
Under  the    Holding    Company   scheme    they  would 
receive  in  exchange  for  their  shares  shares  in  the 
holding  company  of  the  value  of  ;^200,ooo.     But  if 
they   were   to   consent   to   a   scheme   for   complete 
amalgamation,  then  their  company's  business  would 
be  sold  for  its  true  value,  which,  you  will  remember, 
was  assumed  to  be  ;^345,ooo,  and  the  liquidator  of 
the   business   would   have   this   ;^345,ooo — either  in 
cash  or  in   securities   of  that   value — to  distribute 
among  the  debenture -holders,  preference  shareholders 
and    ordinary  shareholders  of  the  vendor  company 
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in  accordance  with  the  provisions  of  that  com- 
pany's debenture  trust  deed  and  articles  of  associa- 
tion. If  the  debenture  trust  deed  provided  for  the 
debentures  being  repayable  at  par  in  the  event  of 
a  liquidation,  then  the  debenture -holders  would 
receive  ;^ioo,ooo  of  the  1^345,000  ;  and  if  the 
articles  of  association  provided  for  the  preference 
share  capital  being  repaid  at  par  on  a  liquidation 
in  priority  to  the  ordinary  capital,  then  the  prefer- 
ence shareholders  would  also  receive  ;^ioo,ooo 
out  of  the  ;^345,ooo.  Between  them,  therefore,  the 
debenture -holders  and  the  preference  shareholders 
would  absorb  ;^20o,ooo  out  of  the  ;^345,ooo,  leaving 
only  ;^i45,ooo  to  come  to  the  ordinary  shareholders, 
the  real  value  of  whose  capital  (on  the  basis  of  the 
existing  company  continuing  to  carry  on  its  business 
as  before)  was  ;^200,ooo.  You  will  therefore  see 
that,  in  this  particular  instance,  a  Holding  Company 
scheme  would  be  far  preferable  to  a  scheme  of 
complete  amalgamation,  as  under  the  former  the 
ordinary  shareholders  would  receive  shares  to  the 
value  of  ;^200,ooo,  whereas  under  the  latter  they 
would  only  receive  shares  to  the  value  of  ;^i45,ooo. 
The  debenture-holders  and  preference  shareholders 
would,  of  course,  be  very  much  better  suited  by  the 
scheme  of  complete  amalgamation,  as  this  would 
involve  the  liquidation  of  the  company,  thereby 
entitling  them  to  be  paid  off  at  par  ;  it  must  be 
remembered,  however,  that  they  have  not  the  control 
of  the  company,  and,  therefore,  have  no  power  of 
enforcing  a  liquidation,  and  there  is  no  reason  what- 
ever why  the  ordinary  shareholders  should  accept 
a  scheme  whereunder  these  holders  of  prior  securities 
would  receive  a  present  of  the  difference  between 
the  current  market  value  and  the  nominal  value  of 
their  holdings. 

So  you  see  that  in  cases  where  companies  have 
debenture  issues  and  preference  share  issues  at 
low  rates  of  interest,  a  Holding  Company  scheme 
does  offer  very  material  advantages  to  the  ordinary 
shareholders  as  compared  with  a  scheme  of  complete 
amalgamation. 

Another  point  in  favour  of  a  Holding  Company 
scheme  is  that  it  does  not  entail,  as  does  a  scheme 
of  complete  amalgamation,  the    calling  of  meetings 
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of  the  companies  to  obtain  the  shareholders'  consent 
to  liquidation,  and  it  avoids,  of  course,  the  trouble 
and  disturbance  of  the  liquidation  itself,  involving 
the  cancellation  of  tenancy,  service,  and  other 
agreements  with  the  old  company  and  the  entering 
into  of  fresh  agreements  with  the  new  company  on 
possibly  less  advantageous  terms.  It  not  infre- 
quently happens  that  the  preference  shares  of  an 
industrial  company  are  in  the  hands  of  the  public, 
whereas  the  ordinary  shares  are  in  the  hands  of 
quite  a  few  members  of  one  or  two  families.  If 
the  business  of  the  company  is  sold,  as  would  be  the 
case  under  a  scheme  of  complete  amalgamation, 
the  preference  shareholders  would  probably  have 
to  be  called  together  and  their  consent  obtained 
to  the  liquidation  and  to  the  terms  of  the  sale,  and, 
later,  their  share  certificates  would  all  be  called  in 
and  fresh  certificates  in  a  new  company  issued  to 
them.  If,  however,  it  is  merely  the  ordinary  shares 
of  the  company  which  are  being  sold,  the  few  ordinary 
shareholders  may  meet  informally  and  agree  the 
terms,  and  in  due  course  hand  over  their  share  certifi- 
cates in  exchange  for  the  share  certificates  of  the 
holding  company. 

You  will  remember  that  I  mentioned  that  in  a 
Holding  Company  scheme  it  was  not  vital  that  all 
the  shareholders  in  the  operating  companies  should 
consent,  as  it  was  only  necessary  for  the  holding 
company  to  have  a  controlling  interest  in  the  operat- 
ing companies.  In  this  connection  a  Holding  Com- 
pany scheme  has  an  advantage  over  a  scheme  of 
complete  amalgamation,  as  any  shareholders  in  the 
vendor  company  who  do  not  consent  to  the  Amalga- 
mation scheme  which  has  been  approved  by  the 
requisite  majority  may  refuse  to  take  the  shares  of 
the  new  purchasing  company  and  may  call  on  the 
liquidator  of  their  own  company'  to  pay  them  out 
the  fair  value  of  their  shares  in  cash.  If  these 
dissentients  are  few  in  number  and  amount,  no 
difficulty  need  arise,  as  the  purchasing  company  may 
agree  to  the  exclusion  from  the  assets  acquired  from 
the  vendor  company  of  sufficient  cash  (or  other  liquid 
assets)  to  enable  the  liquidator  to  pay  out  the 
dissentients  ;  but  if  the  latter  represent  a  considerable 
amount  of  capital,   then   the  payment  may  result 
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in  the  new  company  starting  its  operations  with 
insufficient  floating  capital.  As  to  what  constitutes 
the  "  fair  value  "  of  the  shares,  this,  in  default  of 
mutual  agreement,  would  be  decided  upon  by  the 
Court. 

There  is  one  other  direction  in  which  a  Holding 
Company  scheme  is  often  preferable  to  a  scheme  of 
complete  amalgamation  and  that  is  as  regards 
expense.  One  of  the  heaviest  expenses  in  each  case 
is  that  of  stamp  duties.  There  are  two  classes  of 
stamp  duty  payable  in  such  instances — namely,  the 
duty  on  the  transfer  of  an  asset,  and  the  duty  on  the 
share  capital  of  the  new  company  ;  and  the  duties 
are  in  ratio  to  the  amounts  involved.  Under  the 
complete  amalgmation  scheme  it  is  the  whole  business 
of  the  operating  company  that  is  sold,  and,  therefore, 
it  is  probable  that  the  figures  involved  will  be  larger 
than  in  the  case  of  the  Holding  Company  scheme, 
where  only  a  portion  of  the  total  share  capital  of 
the  operating  company  (namely,  the  ordinary  share 
capital)  may  change  hands.  The  total  stamp  duties 
are,  therefore,  likely  to  be  considerably  heavier 
under  the  scheme  for  complete  amalgamation  than 
under  the  Holding  Company  scheme. 

So  much,  then,  for  the  advantages  of  a  Holding 
Company  scheme. 

Assuming  that  the  interested  parties  had  made 
up  their  minds  that  a  Holding  Company  scheme  was, 
in  principle,  the  most  acceptable  under  the  particular 
circumstances  of  their  case,  the  next  question  for 
them  to  consider  would  be  the  value  to  be  attributed 
to  the  shares  of  the  two  operating  companies  which 
would  be  sold  to  the  holding  company.  If  the  shares 
had  a  market  quotation  and  if  each  set  of  share- 
holders was  satisfied  that  the  market  quotations 
constituted  a  true  reflection  of  real  values,  then  the 
two  sets  of  shareholders  might  be  able  to  agree  the 
prices  between  themselves.  If,  however,  as  is  fre- 
quently the  case,  the  shares  have  no  market  quota- 
tion, or  if  there  are  market  quotations  but  such 
quotations  are  not  a  fair  indication  of  real  values, 
then  in  all  probability  the  shareholders  will  have  to 
be  content  to  sign  an  agreement  fixing  the  basis  upon 
which  the  shares  are  to  be  appraised,  leaving  the 
'  actual  valuation  to  be  made  in  accordance  with  such 
basis  at  a  subsequent  time. 
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It  will  be  evident  to  you  that  in  an  ordinary  case 
the  only  method  of  arriving  at  the  value  of  the 
ordinary  shares  of  a  company  is  to  value  the  whole 
of  the  assets  of  the  company  (including  the  goodwill 
of  its  business,  if  there  is  a  value  in  the  goodwill), 
and  to  deduct  therefrom  the  total  of  the  liabilities 
of  the  company.  The  excess  of  the  value  of  the  total 
assets  over  the  liabilities  represents  the  value  of 
the  share  capital,  and  (if  there  are  preference  as  well 
as  ordinary  shares)  it  then  becomes  necessary  to 
apportion  this  value  as  between  the  two  classes  of 
shares  in  order  finally  to  arrive  at  the  value  of  the 
ordinary  shares.  I  use  the  expression  "  ordinary 
case  "  because  I  am  considering  the  case  of  a  com- 
pany owning  a  trading  or  a  manufacturing  business, 
and  I  think  that  these  are  the  classes  of  businesses  in 
which  mergers  are  most  frequently  arranged.  There 
are  other  companies  the  worth  of  whose  businesses 
cannot  be  measured  by  valuing  the  assets  and 
deducting  therefrom  the  liabilities  ;  for  ifistance, 
the  value  of  a  railway  company's  undertaking  could 
only  be  measured  by  earning  capacity,  and  the  same 
would  apply  to  a  gas  company  or  a  water  company. 
Time  will  not  permit  of  our  purview  extending  to 
undertakings  of  this  character,  and  we  must  there- 
fore confine  ourselves  to  the  commoner  cases  of 
industrial  concerns. 

Now,  it  is  necessary  under  a  scheme  of  complete 
amalgamation  to  value  the  whole  of  the  assets  of 
the  companies  in  just  the  same  way,  and  to  deduct 
therefrom  the  liabil  ties ;  though  it  is  not  necessary, 
from  the  new  company's  point  of  view,  to  apportion 
the  value  as  between  the  preference  and  the  ordinary 
share  capital  of  the  old  company,  seeing  that  it 
is  the  old  company's  whole  business  which  is  being 
sold,  and  not  merely  the  ordinary  share  capital  of 
that  company.  I  will,  therefore,  defer  any  remarks 
upon  the  method  of  valning  the  companies'  busi- 
nesses until  I  comment  on  the  last  of  the  three 
schemes  we  are  considering  to-night — namely,  a 
scheme  of  complete  amalgamation.  All  that  I 
need  refer  to  at  the  moment  is  the  method  of  appor- 
tioning the  value  of  an  existing  company's  business 
between  the  preference  and  ordinary  share  capital 
of  that  company,   as   would  be  necessary  under  a 
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Holding  Company  scheme,  where  only  the  ordinary 
capital  would  pass  to  the  holding  company  ;  and 
the  only  comment  I  need  make  on  this  is  that  the 
preference  share  capital  would  not  necessarily  be 
valued  at  par  or  at  the  amount  which  that  class 
of  shareholder  would  receive  if  the  company  were 
to  go  into  liquidation.  Under  the  Holding  Company 
scheme  the  company  does  not  go  into  liquidation, 
but  carries  on  its  business  as  previously  ;  and  its 
preference  shares  would  be  valued  on  such  a  basis, 
that  is  to  say,  regard  would  be  had  to  the  degree  of 
security  they  enjoyed  both  from  a  capital  and  also 
from  an  income  point  of  view.  For  example,  if 
one  had  to  consider  the  case  of  a  5  per  cent,  cumu- 
lative preference  share  of  £1  in  a  company  carrying 
on  an  industrial  business  of  a  stable  character, 
repayable  in  the  event  of  a  liquidation  at  25s., 
covered,  say,  twice  over  by  "  tangible  assets,"  and 
covered  from  an  income  point  of  view,  say,  three 
times  over,  one  might  value  such  a  share  at  anything 
between  13s.  and  i6s.  Having  regard  to  present 
money  conditions  it  certainly  could  not  be  valued 
at  par,  and  still  less  could  it  be  valued  at  the  sum 
which  it  would  receive  on  liquidation — namely, 
25s. — as  liquidation  would  not  be  contemplated. 

Scheme  of  We  now  come  to  the  third  and  last  scheme,  which 

Amalgamation  I  have  called  the  Scheme  of  Complete  Amalgama- 
tion. Under  this  scheme  one  of  the  companies 
sells  its  business  to  the  other  company,  or  else  both 
companies  sell  their  businesses  to  a  new  company 
which  would  be  formed  to  acquire  them.  Under 
the  first  alternative,  only  one  of  the  companies  (that 
is,  the  selling  company)  goes  into  liquidation,  while 
the  purchasing  company  continues  as  before,  except 
that  it  is,  of  course,  enlarged  as  a  result  of  the 
acquisition  of  the  other  company's  business.  Under 
the  second  alternative  both  companies  go  into  liquida- 
tion and  their  place  is  taken  by  the  new  company, 
which  has  bought  both  their  businesses.  The  first 
course  would  very  likely  be  adopted  in  cases  where 
one  of  the  companies  has  a  considerable  amount  of 
debenture  or  preference  capital  at  a  low  rate  of 
interest.  This  company  would  be  made  the  purchas- 
ing company,  and  it  would  issue  to  the  other  com- 
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pany  additional  share  capital  as  consideration  for 
that  company's  business,  without  rendering  its  own 
debenture  and  preference  issues  liable  to  be  repaid 
at  par  or  at  a  premium,  as  would  be  the  case  if  it 
also  went  into  liquidation  and  sold  its  business 
to  a  new  company.  Another  advantage  in  arrang- 
ing for  one  company  to  sell  its  business  to  the  other 
is  that  the  expenses  in  the  shape  of  stamp  duties 
would  be  considerably  less  than  if  both  companies 
were  to  sell  their  businesses  to  a  new  company. 

In  cases,  however,  where  the  businesses  owned  by 
a  number  of  companies,  and  not  two  only,  are  to  be 
amalgamated  it  will  probably  be  found  preferable 
to  form  a  new  company  to  take  them  all  over,  instead 
of  using  one  of  the  existing  companies  as  the  pur- 
chaser of  the  businesses  of  all  the  other  companies. 

I  think  it  will  simplify  matters  if  we  merely  con- 
sider this  evening  the  case  of  two  companies  which 
sell  their  businesses  to  a  new  company  which  has 
been  formed  to  acquire  them.  But  before  entering 
into  the  details  of  the  scheme  itself,  we  have  to  ask 
what  are  the  advantages  which  a  scheme  of  Complete 
Amalgamation  enjoys  and  which  neither  a  Holding 
Company  scheme  nor  a  scheme  for  pooling  profits 
reaps. 

Firstly,  I  think  there  is  the  advantage  that  when 
once  the  amalgamation  is  consummated  there  is 
only  one  company,  one  board  of  directors,  one 
staft,  one  organisation.  All  these  things  make  for 
simplicity  and  convenience.  Secondly,  all  interests 
are  fully  and  permanently  merged  ;  there  is  no 
question  of  contentious  points  arising  each  year  as 
between  the  two  parties,  as  might  be  the  case  with 
the  Pooling  Agreement ;  nor  are  there  any  outside 
parties  whose  interests  require  to  be  watched  and 
protected,  as  might  be  the  case  with  the  preference 
shareholders  of  the  two  operating  companies  under 
the  Holding  Company  scheme.  Thirdly,  it  is  not 
unlikely  that  the  one  company  would  be  able  to  raise 
fresh  capital  more  cheaply  from  time  to  time  in  the 
future  than  the  companies  as  separate  entities  would 
be  able  to  do  under  the  Holding  Company  scheme  or 
the  Pooling  Agreement  arrangement.  Fourthly, 
the  shareholders  in  the  new  company  under  the  com- 
plete amalgamation  scheme  would  probably  be  able 
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to  obtain  a  somewhat  better  price  for  their  shares 
when  they  wanted  to  dispose  of  them  than  they  would 
do  as  shareholders  in  the  original  companies  or  in 
the  holding  company.  And,  lastly,  there  is  the 
possibility  that  although  many  of  the  advantages  of 
a  merging  of  interests  would  be  obtained  under  a 
Pooling  Agreement  and  under  a  Holding  Company 
scheme,  they  would  not  be  reaped  to  quite  the  same 
full  extent  as  would  be  the  case  under  a  complete 
amalgamation.  Perhaps  I  have  already  covered 
this  point  in  calling  attention  to  the  convenience  of 
having  one  board,  one  staff,  and  one  organisation, 
but  it  will,  I  think,  bear  repetition. 

We  now  come  to  the  means  by  which  the  scheme 
is  carried  out.  The  first  official  step  is  for  the 
directors  of  each  company  to  call  the  shareholders 
together  and  obtain  their  consent  to  the  amalgama- 
tion. But,  as  you  will  realise,  this  involves  placing 
before  the  shareholders  details  of  the  proposed 
scheme,  including,  of  course,  particulars  of  the  basis 
of  valuing  each  of  the  businesses.  What,  therefore, 
happens  in  practice  is  that  the  directors  of  each 
company  first  meet  together  and  agree  upon  the  terms 
of  the  scheme,  and  after  such  agreement  is  reached 
they  undertake  to  recommend  the  scheme  to  the 
shareholders  of  their  respective  companies  for 
acceptance. 

It  is  in  the  drawing-up  of  a  scheme  for  the  con- 
sideration of  the  boards  of  directors  that  the  services 
of  professional  accountants  are,  as  a  rule,  first 
requisitioned.  We  will  now,  therefore,  place  our- 
selves in  the  position  of  a  firm  of  Chartered  Account- 
ants and  assume  that  we  are  submitting  a  report 
to  the  boards  of  two  companies  outlining  a  scheme  of 
complete  amalgamation  whereunder  each  company 
will  sell  its  business  to  a  new  company  which  will  be 
formed  to  acquire  both  businesses. 

The  first  point  which  we  shall  have  to  consider  is 
that  of  the  date  as  at  which  each  company  might 
most  conveniently  sell  its  business  to  the  new 
company.  This  date  can  either  be  a  past  date  or 
a  future  date,  and  the  suggestion  we  should  make 
would  depend  partly  upon  the  dates  when  the 
ordinary  financial  years  of  the  two  companies  closed 
and  partly  upon  the  extent  to  which  the  last  Balance 
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Sheet  of  each  company  could  be  utilised  in  connection 
with  the  valuation  of  the  businesses.  Perhaps  an 
example  can  best  explain  my  meaning.  Let  us 
assume  that  one  company's  financial  year  ended  in 
the  ordinary  way  on  the  30th  November,  and  the 
financial  year  of  the  other  company  on  31st  December, 
and  that  we  were  submitting  our  report  outlining 
an  amalgamation  scheme  in  September  1919  ;  we 
should  then  have  in  our  hands  the  last  issued  Balance 
Sheet  of  each  company,  dated  in  the  one  case  30th 
November  19 18,  and  in  the  other  case  31st  December 
1918.  And  let  us  assume  that,  on  making  inquiries 
as  to  the  manner  in  which  the  Balance  Sheets  had 
been  prepared  we  found  that  in  regard  to  stock-"n- 
trade  it  had  been  the  practice  of  one  company  to 
omit  from  its  inventories  altogether  certain  stock 
regarded  as  not  readily  saleable,  and  to  consider 
that  the  value  of  this  stock  would,  broadly  speaking, 
ofi-set  certain  deterioration  which  had  occurred  in 
other  stocks  and  which  was  not  specifically  provided 
for  by  any  deduction  in  the  stock  sheets  from  the 
cost  of  such  stocks.  Further,  let  us  suppose  that  in 
regard  to  loose  tools  we  found  it  to  be  the  practice 
of  the  other  company  to  hold  such  tools  up  in  its 
Balance  Sheet  at  a  round  sum,  instead  of  making 
an  inventory  of  the  tools  at  the  date  of  the  account  > 
and  valuing  them  ;  its  reasons  being  that  it  wished 
to  avoid  the  trouble  of  making  the  inventory  and 
was  satisfied  that  the  figure  in  the  Balance  Sheet  was 
on  the  conservative  side.  We  should,  I  think,  come 
to  the  conclusion  that  the  records  of  the  two  com- 
panies as  c.t  30th  November  1918  and  31st  December 
191 8  respectively  were  not  sufficiently  correct  to 
permit  of  the  assets  being  accurately  valued  as  at 
those  dates  ;  and  we  should,  therefore,  take  the 
view  that  the  businesses  should  be  valued  and  pass  to 
the  new  company  as  at  a  future  date,  say  31st 
December  1919.  In  this  event  the  first  company 
would  balance  its  books  and  prepare  its  Balance 
Sheet  a  month  later  than  usual,  namely,  at  31st 
December  instead  of  at  30th  November ;  while  the 
second  company  would  keep  to  its  usual  date,  namely, 
31st  December.  For  the  purpose  of  these  Balance 
Sheets,  the  companies  would  arrange  for  accurate 
inventories  of  stocks  and  of  loose  tools  to  be  taken. 
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and  for  the  protection  of  each  company  it  would 
probably  be  decided  that  these  inventories  should 
be  verified  and  valued  by  independent  valuers. 
The  figures  thus  arrived  at  could  then  be  used  in 
ascertaining  the  values  of  the  businesses. 

Even  assuming,  however,  that  the  book  figures 
of  stocks  and  loose  tools  at  30th  November  and 
31st  December  1918  could  be  taken  as  representing 
correct  values,  there  would  be  another  objection 
to  taking  these  past  Balance  Sheets  as  a  basis  for 
valuing  the  businesses — namely,  that  by  the  time 
the  agreement  for  the  sale  of  the  businesses  was 
signed,  there  would  be  nearly  another  year's  profits 
in  each  business,  less,  of  course,  any  dividends 
which  might  have  been  distributed.  If  I  enter 
into  an  agreement  on,  say,  the  30th  November  1919 
to  sell  you  a  business  as  at  31st  December  1918, 
it  is  true  that  we  both  may  be  able  to  ascertain 
from  the  Balance  Sheet  of  31st  December  191 8 — 
coupled  with  a  valuation  of  fixed  assets  and  of 
goodwill,  to  which  I  shall  allude  later — ^what  the 
exact  value  of  that  business  was  at  th  t  date  ;  but 
what  we  shall  not  know  at  the  time  the  agreement  is 
signed  is  what  have  been  the  profits  of  the  eleven 
months  from  ist  January  to  30th  November  1919 
which  have  accrued  in  the  business.  I  am  giving 
you  those  profits,  whatever  they  are,  and  I  shall 
want  to  be  compensated  for  them  in  some  shape  or 
form,  probably  by  asking  you  to  pay  me  interest 
on  the  purchase  consideration  at  some  fixed  rate 
from  ist  January  1919  to  the  date  when  the  agree- 
ment is  signed  and  the  purchase  money  paid.  If  we 
can  agree  a  rate  of  interest  between  ourselves,  well 
and  good  ;  but  you,  as  the  purchaser  of  a  business 
about  which  I  know  everything  and  you  know  very- 
little,  might  well  object  to  this  arrangement,  as  it 
would  mean  that  you  would  pay  me  a  fixed  sum  for 
the  right  to  certain  profits  the  amount  of  which  you 
had  had  no  means  of  estimating  with  any  accuracy, 

I  have  described  above  a  case  where  all  the  circum- 
stances are  in  favour  of  taking  a  future  date  as  the 
date  of  sale.  Under  other  conditions,  however,  it 
may  be  found  that  a  past  date  is  preferable.  Let 
us  suppose  that  each  of  the  companies  prepared  its 
annual  Balance  Sheet  as  at  31st  July,  in  which  event 
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we  should,  in  drafting  our  report  in  September  1919 
outlining  an  amalgamation  scheme,  have  in  our 
possession  Balance  Sheets  which  had  only  recently- 
been  prepared  and  audited.  Let  us  assume,  further, 
that  at  the  time  when  the  Balance  Sheets  were 
prepared  neither  company  had  in  mind  that  they 
would  be  used  in  connection  with  the  ascertainment 
of  the  values  of  the  businesses,  and  that  each  company 
had  prepared  complete  inventories  of  stocks  and 
a  proper  valuation  of  loose  tools. 

If  we  were  able — ^as  prima  facie  we  would  be — 
to  recommend  that  the  businesses  be  taken  over 
by  the  new  company  as  from  31st  July  19 19,  we 
should  save  the  existing  companies  the  trouble  of 
preparing  further  Balance  Sheets,  and,  assuming 
that  the  scheme  were  adopted  by  the  shareholders 
and  an  agreement  embodying  the  basis  of  the  valua- 
tion signed  on  30th  November  19 19,  many  of  the 
figures  upon  which  the  valuation  would  be  based 
could  then  be  gone  into  immediately,  instead  of 
there  being  a  delay  of  a  further  two  or  three  months, 
as  would  be  the  case  if  a  special  Balance  Sheet  had 
to  be  prepared  by  each  company  as  at  31st  December 
1919.  It  is  true  that  there  is  still  an  unknown 
quantity,  namely,  the  exact  profits  of  the  four  months 
from  1st  August  to  30th  November  1919 — ^and  that 
in  respect  of  these  each  company  would  have  to 
agree  to  be  credited  with  interest  at  a  fixed  rate  on 
the  purchase  price  of  its  business  when  ascertained  ; 
but  four  months  is  not  a  very  long  period,  and  in 
view  of  the  other  conveniences  of  adopting  a  past 
date  as  the  taking-over  date,  it  is  probable  that  the 
companies  would  be  quite  willing  to  accept  this 
somewhat  arbitrary  basis. 

We  will  assume  that  in  the  case  with  which  we 
are  dealing  each  company's  financial  year  ends  on 
31st  July,  and  that  after  inquiry  as  to  the  records 
of  stocks -in-trade  and  of  loose  plant  and  tools,  we 
are  able  to  recommend — in  the  report  which  we  are 
submitting  in  September  19 19 — that  the  businesses 
be  acquired  as  from  ist  August  1919,  and  that  the 
new  company  shall  pay  to  each  vendor  company 
interest  on  the  purchase  price  of  its  business  from 
1st  August  1919  to  the  date  when  the  new  company 
shall  issue  its  shares  as  consideration  therefor.     In 
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other  words,  we  shall  take  as  a  foundation  the 
Balance  Sheets  of  each  company  dated  31st  July 
1919,  which  will  have  been  recently  audited  and 
would  be  in  our  hands. 

What  are  our  recommendations  to  be  in  regard 
to  the  method  of  valuing  the  various  assets  of  each 
business  as  at  that  date  ? 

Let  us  assume  that  neither  company  has  any 
figure  in  its  Balance  Sheet  in  respect  of  the  goodwill 
of  its  business  ;  that  each  company  owns  land, 
buildings,  and  fixed  plant,  which  it  has  written  down 
in  its  books  to  sums  representing  considerably  less 
than  their  true  worth  ;  and  that  the  other  assets 
consist  of  loose  plant  and  tools,  stock-in-trade,  and 
work  in  progress,  investments,  debtors,  and  cash. 

Firstly,  as  regards  the  land,  buildings,  and  fixed 
plant.  It  is  possible  that  the  companies  may  agree 
the  values  of  these  assets  between  themselves,  or 
may  decide  that  they  can  be  valued  at  their  original 
cost,  less  depreciation  at  certain  rates.  If,  however, 
as  is  not  improbable,  the  values  cannot  be  agreed  in 
this  way,  the  services  of  an  independent  expert 
x^aluer  would  need  to  be  requisitioned.  The  com- 
panies would  write  the  valuer  a  joint  letter  asking 
him  to  make  a  valuation  of  the  assets  in  question, 
and  indicating  the  basis  on  which  the  valuation  was 
to  be  made.  For  instance,  in  regard  to  buildings 
and  plant,  they  might  instruct  him  to  make  a  valua- 
tion on  the  basis  of  pre-war  replacement  costs,  or 
on  the  basis  of  present-day  replacement  costs  ;  the 
two  bases  are,  as  you  will  appreciate,  very  different, 
as  buildings  and  plant  now  cost  two  or  three  times 
as  much  to  construct  or  purchase  as  they  did  before 
the  war.  I  should  mention  here  that  if  the  same 
proportion  of  the  value  of  the  whole  business  of  each 
company  is  represented  by  buildings  and  plant,  then 
it  does  not  really  matter,  as  between  the  two  com- 
panies, whether  these  assets  are  valued  on  a  liberal 
basis  or  on  a  conservative  basis,  as  the  chief  object 
of  the  valuation  is  to  arrive  at  the  relative  values  of 
the  two  businesses,  and  not  necessarily  the  actual 
values  of  each. 

The  valuer  will  make  his  valuation  in  the  autumn 
of  1919,  but  it  is  to  comprise  the  fixed  assets  in 
existence   at   31st    July    1919 ;     he   will,    therefore. 
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ascertain — or  will  ask  us  to  ascertain  for  him  from 
the  books — what  fixed  assets  have  been  purchased 
between  the  31st  July  1919  and  the  time  when  he 
conducts  his  valuation,  so  that  he  may  exclude 
these.  If  any  fixed  assets  which  were  in  existence 
at  31st  July  1919  have  been  disposed  of  between  that 
date  and  the  time  of  the  valuer's  visit,  they  would 
also  require  to  be  included  in  the  valuation  ;  but  I 
think  we  may  take  it  for  granted  that  neither  com- 
pany would  forget  to  bring  any  such  circumstances 
to  the  valuer's  notice. 

Then,  as  regards  the  loose  plant  and  tools,  we  will 
assume  that  we  come  to  the  conclusion  that  the 
records  which  each  company  has  maintained  of  these 
can  be  taken  as  correct;  and  as  representing  fair 
values  ;  we,  therefore,  make  the  suggestion  that 
the  book  figures  at  31st  July  1919  can  be  taken  for 
the  purposes  of  the  valuation.  It  might,  as  you  may 
imagine,  be  a  difficult,  though  not  an  impossible, 
task  for  a  valuer  to  attend  several  months  after 
the  31st  July  1919  and  work  his  valuation  of  loose 
tools  back  to  that  date,  as  there  would  probably  be 
no  record  of  tools  worn  out  and  scrapped  during 
the  intervening  period — ^and,  as  you  know,  the 
scrapping  of  worn-out  tools  is  of  daily  occurrence. 

In  regard  to  the  -tock-in -trade,  we  will  assume 
that  each  company  had  prepared  at  31st  July 
1919  a  complete  and  accurate  inventory,  with  a 
full  description  of  the  material  and  details  of  quantities 
or  weights.  This  being  the  case,  it  would  only  be 
necessary  to  see  that  the  prices  attached  to  the 
various  stocks  were  fair  as  between  the  one  business 
and  the  other.  It  would  not  be  sufficient  to  ascertain 
that  the  stocks  had  been  priced  at  cost,  less  allow- 
ances for  any  depreciated  or  obsolete  stocks  ;  it 
would  be  necessary  to  be  satisfied  that  if  each 
company  held  the  same  classes  of  stock  and  in  the 
same  condition,  such  stock  was  priced  at  the  same 
figure  in  each  case.  It  must  be  remembered  that 
the  valuation  is  for  the  purpose  of  determining  the 
price  to  be  paid  by  the  new  company  for  the  stock- 
in-trade  of  each  existing  company  ;  and  it  is  obviously 
fair  to  all  parties  that  for  the  same  class  of  stock  the 
new  company  should  pay  the  same  price  to  each 
existing     company.     The     same     principle     should 
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apply  to  the  raw  material  included  in  any  work  in 
progress  at  31st  July  1919  which  the  new  company 
is  acquiring,  but  in  regard  to  the  labour,  &c.,  included 
in  the  value  of  the  work  in  progress,  it  will  probably 
be  sufficient  to  see  that  each  company  has  included 
such  costs  on  the  same  basis,  or,  if  not,  to  make  the 
necessary  adjustments  to  bring  the  figures  into  line. 
For  example,  one  company  may  have  included  a 
portion  of  its  establishment  charges  in  the  value  of 
its  work  in  progress,  whereas  the  other  may  have 
excluded  such  charges  altogether ;  In  this  case 
the  figures  of  one  company  would  require  to  be 
amended  in  order  to  make  them  uniform  with  those 
of  the  other  company. 

The  next  asset  to  consider  is  investments.  If 
these  consist  of  securities  having  an  active  market 
the  question  of  valuation  presents  no  difficulty,  as 
the  market  quotation  can  easily  be  ascertained. 
If,  however,  the  investments  have  no  market  quota- 
tion, then  special  steps  must  be  taken  to  value  them, 
and  it  is  not  unusual  in  such  instances  for  the 
amalgamation  scheme  to  provide  that  the  value  of 
the  investments  is  to  be  arrived  at  by  a  firm  of 
independent  accountants,  whose  decision  shall  be 
final  and  binding.  The  accountants  would  in  such 
a  case  call  for  the  Balance  Sheets  of  the  particular 
companies  for  a  series  of  past  years,  and  for  any  other 
relevant  data  which  might  be  available,  and  would 
review  the  assets,  liabilities,  and  profits.  It  not 
infrequently  happens  that  a  company  holds  the 
whole  of  or  a  controlling  interest  in  the  share  capital 
of  a  company  carrying  on  a  similar  or  allied  business  ; 
and  if  this  shareholding  is  a  very  valuable  one,  then 
the  accountants  may  find  it  necessary  to  follow 
exactly  the  same  procedure  in  valuing  the  shares 
in  this  subsidiary  company  as  is  being  followed, 
under  the  amalgamation  scheme,  in  valuing  the  shares 
of  the  main  company — including  the  employment  of 
valuers  to  value  premises,  plant,   &c. 

The  valuation  of  the  book  debts  does  not  present 
any  material  difficulty  as  the  debts  are  in  effect  valued 
at  what  they  ultimately  realise.  By  the  time  the 
valuations  of  the  various  other  assets  are  complete, 
the  great  majority  of  the  book  debts  outstanding  at 
31st  July  1919  would  probably  have  been  collected, 
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and  in  view  of  this  both  the  companies  would 
probably  be  agreeable  to  a  clause  being  inserted  in 
the  amalgamation  agreement  to  the  efiect  that  the 
book  debts  of  each  company  at  31st  July  1919  were 
to  be  valued  at  a  sum  equal  to  the  total  amount 
collected  in  respect  thereof  from  ist  August  to  30th 
November  19 19,  plus  such  sum  as  a  firm  of  inde- 
pendent accountants  might  certify  as  fairly  repre- 
senting the  value  of  any  debts  contracted  up  to 
31st  July  1919  but  uncollected  by  30th  November 
1919. 

The  only  remaining  asset  (other  than  goodwill, 
to  which  I  shall  refer  in  a  minute  or  two)  is  cash  at 
bankers  and  in  hand — ^and  no  question  ar  ses  on  the 
valuation  of  this. 

By  the  means  I  have  described  above  we  should 
provide  for  the  valuation  of  all  the  assets  of  each 
business  at  31st  July  1919,  exclusive  of  goodwill. 
In  regard  to  the  liabilities  at  31st  July  1919,  the 
bcheme  would  probably  proceed  on  lines  similar  to 
those  on  which  the  value  of  the  book  debts  was 
arrived  at ;  that  is  to  say,  the  figures  of  liabilities 
appearing  in  the  Balance  Sheet  at  that  date  would 
not  be  accepted  as  final,  but  the  exact  amount  of 
the  liabilities  would  be  ascertained  in  the  light  of 
the  subsequent  payments  in  discharge  thereof. 
In  other  words,  the  vendor  company  would  agree 
that  if  any  liabilities  were  ultimately  found  to  have 
been  omitted  from  the  Balance  Sheet,  they  would 
have  to  be  brought  into  account  in  valuing  the 
business. 

If  from  the  total  of  the  values  of  the  assets  at 
31st  July  1919,  ascertained  in  the  manner  I  have 
described,  there  is  deducted  the  total  of  the  liabilities 
at  the  same  date,  the  value  of  the  business  is  arrived 
at,  assuming  that  there  is  no  value  in  the  goodwill. 
If  there  is  a  value  in  the  goodwill,  it  must  be  com- 
puted and  brought  in.  How  are  we  to  suggest  that 
it  should  be  ascertained  or  measured  ? 

Goodwill  has,  I  believe,  been  defined  as  the  benefit 
arising  from  connection  and  reputation.  If  the 
actual  or  prospective  earnings  of  a  business  do  not 
represent  anything  more  than  what  may  be  called 
a  commercial  return  on  the  capital  actually  employed 
in  that  business,  goodwill  cannot  be  said  to    exist. 
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If,  for  instance,  I  inaugurate  an  engineering  business, 
and  purchase  premises  and  plant  and  provide  the 
necessary  floating  capital,  and  if  after  the  business 
has  become  fully  developed  it  does  not  earn,  and 
seems  to  have  no  prospect  of  earning,  anything 
more  than,  say,  7  per  cent,  or  8  per  cent,  on  the 
capital  I  have  sunk  in  it,  I  cannot,  if  I  want  to  sell 
that  business,  ask  a  purchaser  to  pay  me  for  it 
anything  more  than  I  have  put  into  it — in  other  words, 
there  is  no  value  in  the  goodwill.  The  value  of  the 
goodwill  of  a  business  may,  then,  I  think,  be  defined 
as  the  capitalised  value  of  what  may  be  called 
the  anticipated  "  super -profits  "  of  that  business — 
that  is  to  say,  the  capitalised  value  of  the  profits 
in  excess  of  a  figure  representing  a  fair  commercial 
return  upon  the  capial  employed  in  the  business. 

Now,  in  order  to  estimate  the  anticipated  profits 
of  a  business,  we  can  only,  in  the  great  majority  of 
cases,  base  our  calculations  upon  past  results. 
Therefore,  in  order  to  arrive  at  the  value  of  the 
goodwill  of  a  business,  it  is  usual  to  select  a  series 
of  past  years  the  results  of  which  it  is  thought  may 
fairly  be  taken  as  indicative  of  the  future,  and  to 
ascertain  the  average  capital  employed  in  the  business 
during  those  years  and  the  average  profits  earned 
in  such  years.  After  deducting  from  this  average 
figure  of  profits  a  sum  representing  what  is  thought 
to  be  a  fair  commercial  return  upon  the  average 
capital  employed,  there  remains  a  figure  repre- 
senting the  average  super-profits — andr  a  certain 
number  of  years'  purchase  is  applied  to  this  figure, 
and  the  result  is  taken  to  be  the  value  of  the  goodwill. 

In  the  report  which  I  assume  we  are  submitting 
we  shall  have  to  make  suggestions,  firstly,  as  to  the 
exact  series  of  years  which  should  be  taken  as  a 
basis  ;  secondly,  as  to  what  percentage  should  be 
regarded  as  representing  a  fair  commercial  return 
upon  the  capital  employed  ;  and,  thirdly,  as  to  how 
many  years'  purchase  should  be  applied  to  the 
figure  of  "  super-profits." 

As  regards  the  series  of  years  to  be  taken  as  a 
basis,  we  cannot,  of  course,  make  a  suggestion 
without  reviewing  in  a  general  way  the  financial 
results  of  each  business  for,  say,  ten  or  so  past  years, 
and  considering  to  what  extent  the  results  of  each 
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year  can  be  taken  as  indicative  of  the  future.  Before 
the  war  one  found  that  in  the  majority  of  cases  the 
series  of  years  taken  varied  between  three  and  six, 
that  is  to  say,  between  the  last  three  and  the  last 
six  financial  years  completed  prior  to  the  amalgama- 
tion. Nowadays,  however,  the  position  is  com- 
plicated by  the  fact  that  each  of  the  last  five  financial 
years  includes  a  war  period,  and,  as  you  know,  the 
war  has  influenced  profoundly  the  financial  results 
of  nearly  every  business,  to  the  benefit  of  some  and 
to  the  detriment  of  others.  Too  much  importance- 
should  not,  therefore,  be  attributed  to  the  abnormal 
profits  of  a  period  which  is  certainly  exceptional, 
and,  we  will  hope,  unique.  We  should,  therefore, 
probably  conclude  that  it  would  not  be  fair  to  take 
war  years  only,  and  our  choice  would,  therefore, 
lie  between  pre-war  years  only,  or  a  period  including 
both  pre-war  and  war  years  ;  in  this  latter  event  we 
should  presumably  have  to  take  into  account  the 
results  of  eight  or  ten  years  altogether.  Very  much 
would  depend  upon  the  nature  of  the  businesses, 
the  trend  of  their  profits,  and  the  manner  in  which 
such  profits  had  been  earned. 

The  next  matter  upon  which  we  have  to  advise 
is  that  of  the  percentage  which  should  be  taken  as 
representing  a  fair  commercial  return  upon  the 
capital  employed  in  the  business.  Here,  again,  a 
good  deal  might  depend  upon  the  character  of  the 
businesses  and  the  nature  of  the  capital  employed  in 
them.  I  think  we  should  be  safe  in  assuming  that 
it  would  be  very  unlikely  that  we  should  in  these 
days  suggest  a  rate  under  7  per  cent.  ;  and  I  think 
the  probability  would  be  that  our  rate  would  not 
exceed  10  per  cent. 

There  remains  the  question  of  the  number  of 
years'  purchase  to  be  applied  to  the  "  super-profits," 
that  is  to  say,  to  those  profits  in  excess  of  the  profits 
representing  the  commercial  return  on  the  capital 
employed.  Here  it  is  impossible  to  lay  down  any 
rules  or  even  to  fix  upper  and  lower  limits  ;  every- 
thing depends  upon  the  character  of  the  businesses 
and  their  past  history.  If  the  businesses  are 
inherently  of  a  stable  character,  have  been  profitably 
carried  on  for  a  great  number  of  years,  and  do  not 
depend,  for  their  present  success,  upon  the  skill  or 
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enterprise  of  one  or  two  men  only,  then  it  is  obvious 
that  a  higher  number  of  years'  purchase  could  be 
applied  to  the  "  super-profits  "  than  if  the  businesses 
were  of  a  speculative  nature, were  largely  dependent, 
perhaps,  on  the  caprice  of  the  public,  or  if  they  were 
specially  affected  by  fluctuations  in  prices  of  raw 
material,  or  if  they  owed  their  success  to  the  personal 
influence  or  the  personal  skill  of  a  particular  director 
or  manager.  I  think,  however,  it  would  be  correct 
to  say  that  in  the  majority  of  cases  the  number  of 
years'  purchase  applied  to  the  "  super-profits  " 
will  be  between  four  and  eight. 

You  will  appreciate  that  the  calculations  necessary 
in  order  to  arrive  at  the  average  capital  employed 
in  a  business  during  a  series  of  years,  and  the  average 
profits  earned  during  the  same  years,  will  not,  or 
may  not,  be  very  simple.  It  is  usual  for  the  amalga- 
mation agreement  to  lay  down  the  general  lines  on 
which  the  capital  and  the  profits  are  to  be  calculated, 
and  to  provide  that  a  firm  of  independent  accountants 
shall  inspect  the  books  of  each  company  and  prepare 
or  check  the  necessary  statements  embodying  the 
calculations.  It  would  further  be  provided  that  if 
any  difference  of  opinion  should  arise  between  the 
companies  as  to  the  manner  in  which  any  items  should 
be  treated,  the  matter  would  be  referred  to  the 
independent  accountants,  whose  decision  would  be 
final  and  binding  upon  both  companies. 

In  computing  the  average  capital  employed  during 
each  year,  the  mean  could  be  taken  between  the 
figures  at  the  beginning  and  end  of  the  year,  suitable 
adjustments  being  made  in  respect  of  any  fresh 
capital  introduced  or  dividends  distributed  during 
the  year.  In  other  words,  the  accretions  to  capital 
by  reason  of  the  profits  earned  during  the  year  would 
be  treated  as  accruing  evenly  over  the  year.  Nothing 
would  be  included  in  the  capital  in  respect  of  goodwill. 
The  figures  utilised  in  respect  of  premises,  plant, 
&c.,  would  not  necessarily  be  the  amounts  at  vhich 
such  assets  happened  to  stand  in  the  books  of  the 
businesses  during  the  period  in  question  ;  the  fair 
value  of  these  assets  would  be  taken,  and  this  fair 
value  would  be  arrived  at  by  taking  the  valuer's 
valuation  of  these  assets  as  at  the  date  of  amalgama- 
tion and  working  back  from  the  valuation  figures 
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by  taking  into  ax^count  additions  to  these  assets 
during  the  intervening  time,  and  also  by  taking  into 
account  depreciation  at  such  rates  as  the  valuers 
might  certify  to  be  fair  and  reasonable.  In  other 
words,  the  Ledger  Accounts  relating  to  land,  build- 
ings, and  plant  would  be  reconstructed  right  from 
the  commencement  of  the  period  of  which  the  profits 
are  to  be  taken  as  the  basis  for  arriving  at  the  value 
of  the  goodwill.  You  will  see,  therefore,  that  after 
these  various  adjustments  have  been  made,  the 
figures  of  average  capital  employed  may  be  very 
different  from  what  the  companies'  Balance  Sheets 
may  show  them  to  be. 

As  regards  the  average  profits  earned,  here  again 
quite  a  number  of  adjustments  would  or  might  require 
to  be  made  in  the  figures  as  shown  by  the  companies ' 
annual  accounts.  The  profits  would  be  arrived  at 
before  charging  income-tax,  and  after  charging  in 
respect  of  depreciation  such  sums  as  the  independent 
valuers  certify  to  be  in  their  opinion  proper.  Any, 
capital  expenditure  or  capital  losses  written  off  to 
Revenue  would,  of  course,  be  written  back  ;  any 
items  of  an  extraordinary  and  non-recurring  nature, 
whether  they  are  charges  or  credits,  would  be 
eliminated.  It  would  probably  be  considered  fair 
to  charge  as  an  expense  in  arriving  at  the  profits  any 
payments  for  excess  profits  duty  and  munitions 
levy,  though  this  is  a  point  on  which  a  contrary 
view  may  in  certain  instances  be  permissible  ;.  one 
can  only  arrive  at  a  conclusion  after  considering  the 
circumstances  of  a  particular  case. 

I  have  by  no  means  exhausted  the  questions  which 
frequently  arise  in  connection  with  the  ascertain- 
ment of  the  goodwill ;  but  I  think  I  have  said  enough 
to  give  you  a  general  idea  of  the  principles  involved. 
As  you  will  have  gathered,  the  matter  is  essentially 
one  where  the  services  of  skilled  and  experienced 
accountants  must  be  utilised,  both  as  regards  the 
framing  of  the  basis  and  also  the  working  out  or 
checking  of  the  detailed  calculations. 

Our  scheme  is  now  nearly  complete.  We  have 
dealt  with  the  question  of  the  date  from  which  the 
new  company  should  acquire  the  two  businesses  ; 
we    have    described   in    detail   how    the    businesses 
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should  be  valued  ;  and  it  only  remains  to  comment 
on  the  consideration  to  be  given  by  the  new  company 
for  the  businesses,  which  consideration  is  to  take  the 
form  of  shares  of  the  new  company. 

Let  us  assume  that,  under  our  scheme,  the  value 
of  business  A  is  found  to  be  ;^ioo,ooo,  of  which 
;^70,ooo  is  represented  by  what  may  be  called 
"  tangible  assets,"  less  liabilities,  and  ;^30,ooo 
goodwill ;  and  that  the  value  of  business  B  is 
^150,000,  of  which  ;^8o,ooo  is  represented  by  "  tan- 
gible assets,"  less  liabilities,  and  ;^70,ooo  by  goodwill. 
The  new  company  will,  therefore,  take  over  tangible 
assets,  less  liabilities,  amounting  to  ;^i50,ooo  (namely, 
;^70,ooo  from  business  A  and  ;^8o,ooo  from  business 
B),  and  goodwill,  which  has  been  valued  at  ;^ioo,ooo 
(namely,  ;^30,ooo  in  the  case  of  business  A,  and 
;^70,ooo  in  the  case  of  business  B). 

On  ascertaining  these  figures  we  must  not  imme- 
diately jump  to  the  conclusion  that  the  new  company 
will  allot  to  Company  A  ;^ioo,ooo  of  its  shares,  and 
to  Company  B  ;^i  50,000  of  its  shares  ;  that  is  to  say, 
that  it  will  purchase  the  businesses  of  these  com- 
panies at  the  figures  brought  out  by  the  valuations. 
As  I  have  already  intimated,  the  main  object  of  the 
valuations  is  to  arrive  at  the  relative  values  of  the 
businesses  ;  and  in  the  instance  I  have  given,  the 
relative  values  are  as  ;^ioo,ooo  is  to  ;^i 50,000,  or  as 
2  is  to  3.  It  would  be  immaterial,  as  between  the 
existing  companies,  whether  the  total  purchase 
price  of  both  businesses  together  were  ;^250,ooo 
or  ;^i 50,000,  or  ;^350,ooo,  so  long  as  the  total  purchase 
consideration  was  payable  in  shares  representing 
the  whole  of  the  issued  capital  of  a  new  company, 
and  so  long  as  of  those  shares  Company  A  received 
two-fifths  and  Company  B  three-fifths.  If  the 
total  purchase  price  were  fixed  at  ;^35o,ooo,  as  com- 
pared with  a  real  value  of  the  businesses  of  ;^250,ooo, 
then  the  shares  of  the  new  company  would  not  be 
worth  their  nominal  value  ;  and  if,  on  the  other 
hand,  the  total  purchase  price  were  fixed  at  ;^i 50,000, 
then  the  shares  of  the  new  company  would  be  worth 
more  than  their  nominal  value.  But  in  each  case 
the  real  value  of  the  total  shares  which  the  new 
company  has  to  allot  would  obviously  be  exactly 
the  same. 
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When  once  the  relative  values  of  the  businesses 
have  been  ascertained,  it  becomes  a  question  of 
policy  for  the  two  vendor  companies  to  decide  jointly 
whether  the  new  company  shall  be  capitalised  on  a 
high  or  a  low  basis.  If  it  is  capitalised  on  a  low 
basis,  then  the  new  company's  Balance  Sheet  would 
certainly  look  stronger,  as  the  figure  at  which  the 
goodwill  would  stand  would  be  reduced.  On  the 
other  hand,  there  are  certain  arguments  in  favour 
of  capitalising  on  a  high  basis,  one  being  that  the 
earnings  of  the  two  busines  es  when  amalgamated 
might  be  expected  to  be  considerably  higher  than 
the  combined  figure  of  the  past  profits.  Another 
reason  which  influences  directors  of  companies 
against  capitalising  on  too  conservative  a  basis 
is  the  possibility  that  at  some  future  time  taxation 
of  profits  may  be  imposed  varying  in  some  way  with 
the  ratio  which  the  profits  bear  to  the  capital  employed 
as  shown  by  a  company's  books.  Yet  another 
reason  is  that  if  the  capitalisation  is  unduly  low, 
the  percentages  of  the  dividends  paid  will  be  corre- 
spondingly high,  and  some  owners  of  businesses 
think  that  workpeople  are  apt  to  be  influenced,  in 
making  demands  for  increased  wages,  by  the  rate 
of  the  dividend  which  a  company  pays  on  its  share 
capital,  without  considering  or  inquiring  about  the 
basis  on  which  the  company  was  capitalised. 

The  only  point  left  to  consider  is  the  form  which 
the  share  capital  of  the  new  company  shall  take. 
The  obvious  alternatives  are  whether  it  should 
consist  of  ordinary  shares  only  or  whether  a  portion 
of  it  should  be  represented  by  prior  securities  such 
as  debentures  or  preference  shares.  An  issue  of 
ordinary  shares  only  has,  of  course,  the  merit  of 
simplicity,  but  an  issue  of  preference  shares  is  often 
convenient,  as  it  can  be  arranged  that  such  shares 
shall  carry  no  voting  rights  unless  their  fixed  dividend 
is  in  arrear,  or  unless  matters  arise  which  directly 
afiect  the  preference  shareholders'  interests.  A 
shareholder  in  a  vendor  company  who  under  an 
amalgamation  scheme  receives  his  share  of  the 
consideration  partly  in  preference  shares  in  the  new 
company  and  partly  in  ordinary  shares,  can  thus 
sell  his  preference  shares  at  any  time  without  lessen- 
ing    his     voting     rights.     Furthermore,     preference 
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shares,  as  having  a  stable  and  well  secured  income,  are 
more  in  favour  than  ordinary  shares  for  the  purpose 
of  family  trusts.  Somewhat  similar  remarks  would 
apply  to  debentures. 

If  each  of  the  two  vendor  companies  receives  the 
same  proportion  of  the  shares  allotted  to  it  in  the 
form  of  preference  shares,  and  the  same  proportion 
in  the  form  of  ordinary  shares  (say,  for  example, 
one-third  in  preference  and  two-thirds  in  ordinary 
shares),  then  it  does  not  matter,  as  between  the 
two  vendor  companies,  whether  the  preference 
shares  carry  a  high  or  a  low  rate  of  dividend,  because 
what  each  loses  by  reason  of  the  preference  dividend 
being  low  it  would  gain  by  the  profits  available  for 
the  ordinary  dividend  being  correspondingly  higher. 
But  if  the  new  company  is  capitalised,  for  example, 
on  the  basis  of  issuing  to  each  vendor  company 
preference  shares  for  the  net  tangible  assets  acquired 
from  that  company,  and  ordinary  shares  for  goodwill, 
then,  of  the  total  share  capital  which  it  issues  to  each 
vendor  company,  it  is  probable  that  the  same  propor- 
tion will  not  in  each  case  be  represented  by  prefer- 
ence shares,  and  the  same  proportion  by  ordinary 
shares.  In  such  circumstances  it  will  be  important 
to  attach  such  a  rate  of  fixed  dividend  to  the  prefer- 
ence shares  as  will  make  them  equal  in  value,  per 
share,  to  the  ordinary  shares  at  the  time  when  the 
amalgamation  is  effected. 

In  the  majority  of  instances,  I  think  it  will  be 
found  preferable  to  keep  the  ratio  of  preference 
shares  to  ordinary  shares  the  same  as  regards  the 
allotment  made  to  each  vendor  company.  This 
avoids  any  inequality  of  treatment  as  between  the 
two  companies  by  reason  of  the  preference  dividend 
being  fixed  at  a  high  or  a  low  figure.  Incidentally, 
I  might  .mention  that  one  objection  to  fixing  the  rate 
too  low  is  that  if  the  new  company  wishes  to  make 
a  further  issue  of  preference  shares  at  any  future  date, 
ranking  pari  passu  with  the  original  issue,  and  the 
fixed  rate  of  dividend  is  on  the  low  side,  it  may  be 
difiicult  to  obtain  subscriptions  for  the  shares  at 
par,  and,  as  you  know,  it  is  illegal  for  a  company  to 
issue  shares  at  a  discount. 

Each  vendor  company  having  sold  its  business  to 
the  new  company,  and  having  received  the  purchase 
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consideration  in  the  form  of  shares  in  the  new  com- 
pany, goes  into  voluntary  liquidation  and  distri- 
butes these  shares  among  its  own  shareholders 
according  to  their  rights. 

I  think  this  is  all  I  have  to  say  upon  the  last  of  concluding 
the  three  schemes  for  merging  interests.  I  must  remarks, 
apologise  for  occupying  more  of  your  time  than  I 
had  intended  when  first  I  began  to  prepare  this 
paper,  but  I  found  as  I  went  along  that  a  number  of 
points  arose  which  I  could  not  ignore  altogether  il 
I  were  to  place  before  you,  even  in  broad  outline,  a 
complete  picture.  I  thank  you  for  the  patient 
hearing  you  have  given  me. 
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